Introduction
Since 1970, there has been a shift from emphasis on agricultural credit to one of rural finance. There has been a broadening of emphasis on the range of functions performed by financial markets to include loans, deposits and insurance services for rural people. There has also been a narrowing of expectations in recognition that financial markets are capable of achieving a smaller range of economic objectives than was envisioned in the 1970s. I will cite three factors that have changed the way we look at rural finance today -comp ared to the view on the 1970s. First, through this era structural change has occurred, and the rural clients of financial institutions have changed. Although the population engaged in agriculture is still significant, its proportion in the total population has declined and the rural population is becoming less dependent on agriculture for income (Table 1) . Depending on the region this trend may reflect a basic fact of agricultural progress (cheaper food and fewer farmers) or it may reflect the persistence of urban biased policies in developing countries. This trend reinforces the shift away from 2 agricultural credit to rural finance with a greater emphasis on products that meet household demands for investment, consumption, savings and insurance. Buchenau, 2003, p. 3) Second, the advent of microfinance has placed a new emphasis on the sustainability, outreach, and impact of financial institutions in developing countries. This microfinance revolution has put rural finance problems in a different context as well. There is a growing perception that the adoption of international best practices can transform the process of financial intermediation and expand the range of sustainable financing activities.
Yet, when one looks at the level of microfinance activity by region, there appear to be distinct differences between Africa, Latin America, and Asia (Table 2) . African microfinance institutions (MFIs) represent a significant proportion of all such institutions by number, but their performance and the level of outreach in terms of savings and loan activity are well below those found in other regions. African MFIs also have the lowest average loan repayment rates. The weaker loan repayment performance may be due to problems of weak enforcement of laws, and 3 exposure to higher levels of individual and covariant risks. This pattern suggests an unmet potential for increasing the effectiveness of MFIs and other rural finance institutions (RFIs) in rural and urban areas of Africa. (Source: Lapenu and Zeller, 2001, p. 28) The emphasis on credit still dominates the rural finance agenda, but there is a better general understanding today that rural people demand (and can pay for) savings and other well-designed financial services. There is also a better general understanding that all the rural poor may not need or be able to effectively use credit. This is the case when the economic problems they face are more fundamental -lack of access to product markets, poor infrastructure, lack of education and health care, or other constraints on resources and productivity. The success of these new rural finance initiatives requires, among other things, investments in institution building, 4 focusing on client demand, controlling costs, developing strong management and information systems and implementing strong governance. Much of the emphasis in microfinance has been on poverty reduction (and to a lesser extent food security).
Third, there is an increasing recognition that financial markets are institution-and information intensive. This is based on both actual experience and theoretical conjecture. This recognition can be in part attributed to the way in which we now look at the role of the state in financial markets. Institutions (legal, property, regulatory and financial) and information in financial markets are forms of public goods. Such public goods tend to be under-produced by the market due to externalities. In developed and developing countries observed gaps in the financial infrastructure and the presence of imperfect information problems have been attributed to the lack of these public goods. These problems reduce the efficiency of financial intermediation. Thus, the rationale is that government needs to play a role in the provision of these public goods by intervening in financial markets -particularly rural financial markets.
Even though agriculture is a relatively declining sector over the course of economic development, it is still the dominant sector in most developing countries. This dominance is due to the significance of the sector as a source 5 of exports and as a major employer, especially of the rural poor and women.
Improvements in rural financial markets can be a key stimulus for accelerating agricultural productivity and rural growth.
Financial services are instrumental in assisting households to maintain food security and smooth consumption levels, thus safeguarding and improving labor productivity. This is critical since labor is the dominant resource in poor rural households. Agriculture also has strong forward and backward linkages in the general economy. So, economic growth in agriculture (particularly in the subsectors that either directly or i ndirectly involve smallholders, tenants, and wage earners) is an important precondition for economic growth and poverty reduction in rural areas.
The objectives of this paper are two-fold. First, the paper summarizes recent developments in rural finance from the perspective of "best practices" and the perception that there is a need to deepen and make more sustainable the rural financial markets in developing countries. Second, the paper identifies one of the key gaps in rural finance, based on recent international experience, and relates these gaps to Africa. Shaw (1973) introduces the concept of financial deepening to describe the process of expansion of financial transactions through markets at a pace 6 that exceeds the growth of nonfinancial activities. One might think of financial development as being functionally equivalent to the process to financial deepening. Deeper financial markets imply greater breadth and efficiency of intermediation (analogous to greater scope and scale economies). The implication is that to accelerate growth, one should implement policies, programs and technologies that increase the depth of financial intermediation. This can be accomplished in several alternative ways: by creating access to formal financial institutions for groups that had not previously used financial services, by reducing transactions costs and risk for RFIs and their clients, by increasing the term of loan contracts and savings instruments, and by providing larger loans to clients that were being effectively credit constrained. We identify three types of obstacles (really missing institutions) that limit the process of financial deepening in rural financial markets -the enabling policy environment, risk markets a nd instruments, and institutional innovations and diversity.
Deepening Rural Financial Markets

Enabling Policy Environment
Chief among the obstacles to financial deepening is the lack of an enabling policy environment. The policy environment includes the financial, legal, regulatory and macroeconomic policies of the government.
In effect the policy environment determines how effectively transactions can 7 be carried out within the financial market and physical infrastructure endowment of a country. It is the task of the government to develop a policy environment that is conducive to promoting financial deepening. Policies that liberalize financial markets will tend to promote greater financial depth.
Weak legal systems tend also to restrict the development of deeper financial markets due to the lack of clearly defined property rights, borrower and lender claims, and costly judicial enforcement of contracts. An unstable economic environment can be similarly corrosive for the development of financial markets as actions on the part of the government that create inflationary spirals and uncertainty tend to undermine the ability of financial institutions to price their services and incentives to make needed investments in the financial infrastructure.
Risk Markets and Instruments
The lack of risk markets and instruments to achieve risk reduction is a second obstacle to rural financial market deepening. The rural economy is dependent on agriculture and agriculture is a risky business. The implied higher level of risk has two types of disincentive effects for RFIs -lending decisions and investing decisions.
The first effect is through the reduced willingness of RFIs to lend in rural areas. Financial markets are expected to play an important role in 8 pooling risks of their borrowers to facilitate the flow of savings into productive investments. They manage these risks in a number of alternative ways such as diversifying their portfolios and issuing insurance. One of the major deterrents to financial intermediaries serving agriculture and rural areas has been the problem of how to effectively manage correlated risks.
When underwriting the risks of an individual borrower the lender is concerned with moral hazard and adverse selection problems (transaction risk). However, when the loans being granted are also correlated across borrowers, the risks tend to compound in the portfolio of the lender (covariant risk). When pooling correlated price and yield risks of borrowers, RFIs need to develop sufficiently diversified portfolios of loans to adequately manage the risks. This may be particularly difficult to achieve in the case of small, local financial institutions. They also need to allocate sufficient capital to cover the expected level of loan losses given default.
Although it remains at an early stage of development, the emphasis in best practice risk management has been on developing new market instruments to manage correlated risks, such as those found in agriculture, through global financial markets and to share catastrophic risks (Skees, 2003) .
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The second effect of risk is through the reduced willingness of RFIs to invest in rural financial market infrastructure. Improvements in financial sector productivity and outreach to rural areas can occur through investment in cost-reducing technologies and in training personnel. Yet, investments that bring about greater productivity in rural financial markets are like other investments. High levels of uncertainty tend to drive out productive investment and retard both financia l sector development and economic growth. It is important to note here that the risks that deter investments by
RFIs may include not only the risks related to agriculture, but those related to uncertain government policies as well.
Institutional Innovations and Diversity
The lack of institutional diversity has been a challenge in the process of deepening rural financial markets. The need for institutional innovation and diversity is quite important to the expansion of services and increased competit ion in rural financial markets. The differences between rural and urban markets one of the underlying factors that have limited this development. These differences can be summarized in a few categories:
costs of delivery, level of systemic risks, risk-bearing ability, and the level of government commitment (Zeller, 2003) .
Generally, there is a lower population density in rural areas, the level of infrastructure development is lower, and there is less access to information and education. These factors add significantly to the costs of undertaking transactions and delivering services in rural areas. Second, we observe that there is a higher level of systemic risk in rural activities due to segmentation of markets and less income diversification.
One of the most promising (but generally overlooked) avenues for improving the financing of agriculture in developing countries is through supplier credit and agribusiness financing linkages. Traders, processors, input suppliers and exporters are a primary source of credit for poor, agriculture-dependent households (Pearce, 2003) . Supplier and buyer credit arrangements facilitate the functioning of commodity markets and they increase farm productivity. Farmers in developing countries regularly acqu ire credit (in cash or in kind) through input supply and product purchase transactions. One can find cases where, even though financial markets are shallow or poorly developed, credit channeled through product markets is still significant.
Yet, in spite of the advantages that suppliers may enjoy over traditional financial institutions, the range of financial products offered through these transactions is relatively narrow, consisting primarily of seasonal credit and short-term financing. This severely limits the range of marketing alternatives that farmers in more remote areas can pursue. In addition these transactions are not transparent and farmers may not know the true costs of borrowing through these credit arrangements. Finally, these product-orie nted credit arrangements are not designed to finance long-term investments, improve product quality, or finance the start-up of new ventures.
The Term Finance Dilemma
The fundamental challenge is to gain a deeper understanding of the various constraints that operate in rural financial markets. For example, each of the obstacles to rural finance that have been reviewed contributes to a continuing and common dilemma in developing countries -the lack of term finance. We look at some of the key characteristics of term financing in agriculture and then consider ways in which financial market imperfections might be addressed in developing countries to bring about more long-term finance.
Why Term Investments?
Why do farmers make term investments? A lthough there may be numerous objectives, they may be categorized in three primary ways: to ensure physical survival and food security (e.g., water management, land conservation, storage facilities), to accumulate assets that can be used in periods of external shocks (i.e., as savings or insurance substitutes) to smooth consumption, and to generate additional income or adapt farm production possibilities to changing g market conditions (Hollinger, 2003) . principle term loans face higher risks than short-term loans because the longer time to repay raises the probability that an adverse income event will occur and cause default on the loan. Thus, traditional lenders are reluctant to make these loan commitments without suitable collateral to secure the loan and an adequate legal framework to improve the likelihood of collection. In agriculture the primary sources of risk are market price volatility, uncertainty about the natural conditions of production in agriculture (e.g., weather and pests), and the unknown management ability of the clients. In recognition of these risks, financial institutions may try to limit the level of risk exposure by restricting the use of term loans. Alternatively, they may attempt to manage those risks by hedging or diversifying those risks in the loan portfolio or by requiring significant amounts of additional collateral.
There are various problems with both the use of collateral and the ability to enforce claims due to problems with the legal framework in developing countries (Fleisig and de la Pena, 2003) . For example, one of the major sources of wealth in agriculture is land. Yet, in many developing countries land markets do not work well due to an inadequate legal framework for land titling and transfer of ownership. As a result, many farmers cannot mortgage their land or use their land as collateral to obtain term financing. Major problems with the legal framework may also limit the ability of farmers to use movable assets such as machinery as collateral to obtain term credit. Even when these assets are taken as collateral they are often heavily discounted in value, requiring excessive amounts of collateral to meet the lender's requirements.
Case Study Evidence
A recent FAO study has attempted to identify the key elements of successful and innovative term financing technologies in rural financial markets based on several country case studies (Hollinger) . The study looks at various types of financing options for farm-level investments such as term loans, leasing, and equity financing.
According to Hollinger, risk, transaction costs, and lack of adequate information on clients are the primary factors that limit the demand and supply of term finance. The risks fall into two general categories -the idiosyncratic risk associated with a specific farm borrower and the systemic risk associated with events that are sector or region-wide. These risks are present in all forms of agricultural lending -short and long term. Mali and Kenya emphasize the use of term loans to groups of farmers and farmer cooperatives for establishing rice mills, acquiring irrigation pumps, and renovating coffee factories.
Strategies for Enhancing Agricultural Term Finance
Intervention strategies for enhancing the availability of term finance in agriculture fall into roughly three categories:
• general policy measures to enhance the environment for long-term financing,
• actions to strengthen the effective demand for agricultural investments and term financing, and
• measures to improve the capacity of lenders to provide term finance.
The environment for term financing needs to be addressed before significant progress can be made in most countries in Africa. On the macroeconomic front, governments need to promote macroeconomic stability and predictability of economic policies. They should focus on promoting competitive financial markets through regulation and supervision actions. Governments should also reduce policy distortions that reflect the bias against agriculture (e.g., price controls, burdensome export taxes, and overvalued exchange rates). General policy measures include reforms in legal frameworks and institutions that support the extending of term loans in rural areas. These measures will improve the ability to secure loans with adequate amounts of collateral and make the claims of lenders enforceable.
Instruments that reduce risk might include a combination of insurance and partial credit guarantee funds. Investments in infrastructure are needed to facilitate more efficient transportation, communication, and marketing of financial and other services.
In order to increase the effective demand for term finance, borrowers may need training in the identification of profitable projects and the use of term financing. For example, this may be particularly true among the emerging black farmers in South Africa due to their lack of capital and management experience. They may need direct grants to leverage local capital formation efforts that involve groups of far mers and to improve local infrastructure. These latter efforts are targeted not only to expanding term finance among existing rural clientele, but also to integrate the rural poor into financial markets.
Measures that strengthen the financial institutions engaged in term finance would be targeted to improving their capital structures and their capacity to manage the portfolio and funding risks associated with increased term lending. The primary means of funding term loans is through access to long-term sources of funds -public and private. Yet, a review of the alternative sources of these funds reveals that there is no clear preference ranking of which source, or combination of sources, to use (see Appendix).
The selection by a financial institution will depend on factors such as the type and financial profile of that institution, existing government policies, and the stage of development of capital markets in the country. In some cases combinations of long-term funds are used. For example, in South Africa the Land Reform Credit Facility (LRCF) was created to provide longterm refinancing between white commercial farmers and black farmers and workers. Commercial banks and other investors can apply for funds through the LRCF and combine the funds with land reform grants.
As the frontier of term finance is expanded, it is likely that the major providers of term financing will be RFIs (including banks and leasing companies). Nonfinancial institutions (NFIs) such as equipment suppliers and agrib usinesses will be of less importance. This is due to the fact that term financing requires specialized skill at structuring and funding the loans and lease contracts. RFIs also have certain advantages as term lenders.
Their core business involves the development of expertise in individual loan appraisal and risk analysis, and they are better able to manage risks at the portfolio level. These institutions also realize some economies of scale and scope in the administration of loans, leases and other financial services 20 (savings, insurance). In addition they generally have better access to longterm sources of funding. NFIs possess advantages in areas such as technical knowledge related to production of the equipment being financed, yet these advantages are usually offset by their lack of ability to: assess borrower risks and repayment ability and administer large portfolios of small loans and leases.
Conclusions
This paper has described the obstacles to financial deepening in developing countries. We conclude that those obstacles include weaknesses in the enabling policy environment, the lack of risk markets and instruments, and insufficient institutional innovation and diversity. Although individual country differences exist, it is likely that much of Africa faces these obstacles to the deepening of rural financial institutions.
The paper considered the dilemma of long-term finance in developing countries. In Africa, as in most developing regions, the problems are systemic in nature. There is need to develop a more consistent strategy for improving access to term finance in agriculture and rural areas generally.
Although some examples of term financing can be found in African agriculture, the conclusion is that the general lack of term financing for smallholders can be linked to the lack of general policy measures to enhance
